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Chuck Stuart, Team Manager, LMSB, Group 1123, Hartford, CT
Attn: Jeff Rizzardi, Revenue Agent, Group 1541, Norwalk, CT
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hsscciate hrea CZounsel,

1z memcrandum responds to Revenue Agent Jeff Zizzardi's
April 12, 2001 wverbal request for assistance regarding the
taxrayer’'s asserticon thet the Commissioner may not prépe:;j raguirs
the productlion of decuments relating to tax vears cutside thne audit
cvole,  This memorandum should not be cized as or lan

viewed tThe raguest
any changes are
.R. witn the anticip
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Addiz iscussed below, = ,
Z.0.E. ig "recesszary"” and does not conztituts ToAF
the tarpaver's books of acccunt under ses=-ion T8dE ik, 3 summons
tzszued Zor the sazme r=oords would o)
an enforcement proceeding —ommencad
Coust
Issu=
Whether an LI.D.F. rzouesting documert
Tufsequant o fhe Current audlit cycls Zznste
I thne Tarxpaver’s bocxz and records under
mhe principle purncse o the requeszt 13 to s
has zaztlsfiad the "Zour of ssven’ indebtadrecz—-to-orariom
requizzsment o I.R.C. § 244(c) .Y U.I.L Nes. 264.00-00; 7605.01-00
Facts
turing tne examirnacticn of the taxpayer's [ znc N
serurns, the examinaticon team determined that the taxpayer investad
in Corporate Owned Life Insurance (ZOLI} policiez. 2s a sult of
Lhe b z

1 ra
axXpayer berrowlng against the COLI policies, ths tazpay
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incurred significant interest deductions expenses, which the
taxpayver deducted on the returns under examination.

To qualify for the deduction of interest paid with respect to
COLI plans, taxzpayers must not only satisfy the requirements of
section 163 (i.e., that the amounts cornstitute interest pald or
accrued on indebtedness), but alsc the requirements of secticn 26
Section 264 {a) (3) deniles a deduction for interest paid or accrued
or. debt as part cf a pattern of borrowing on the cash surrencer
value of a 1ife insurance policy. A pattern of borrowing is deemed
to exlist under secticn Z64(c) (1) unless the taxpaver establishes
that nc part of four of the first seven years' annual osremiums (or
4/7ths of the first seven years' total premiums) has been pald by
means of indebtedness.

on | <hc cxamination team issued I.D.R. 0142,
elating to the COLI issue. According te the revenue agent, th
L.D.R. was precared using language suggested by Gecrge Imwal
TSP Coordinator.¥ As specified in the T.D.R., it was issuesd as
Zollow-up to the taxpayer's response to I.D.R. 0071, alsc ralatina
to the COLI issus. I.D.R. 0142 also ccntained the following )
language:

(L

You will note that several of the requests include
information generated in years cutside the curreat audit

cycle. As demcnstrated by the evidernce cited and
evaluated by tne Tax Court througncut its recert opinicn
in Winn-Dixis v. Commissioner, 113 T, C Ne. 1 01999y,
‘nformar’on and documentation <oncerning CCLI polic:
vears peyond the tfax years at issue rel

when assessing the propriery of COL

fand adminiscrative Zess: f2r Tader

SUIrposes.

It 13 =2vident from the Team Manager’s note to —hse file darad
March 28, 2001, that the svamination team's request for informarcion
is intended to verify the section 264(c) (1) requirement that no
part of the first seven years' annual premiums has heen paid by
reans of indebtedness ) )

L0 aate, tne taxpayer nas declined to comply with I.D.R. 147

o the extent that the requested documents pertain to vears cutsids
the current audit cycle. By memcrandum dzted ||| | . : -
taxpayer stated i1ts positlon that the requested information is
irrelevant. Consecuently, the examinaticon feam intends —o reissuy

i We have reviewed the reguests

and do nct believe that any changes ars warranted.

]

cntalined in I.D. 0142
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~.D.R. 1042 with a 30-day deadline for returning the requested
documents and, if necessary, issue a summons for those documents
“hat are not produced.

Discussion

Section 7605(b) prevides that "no taxpayer shall be subjected
fo unnecessary examinations or investigations, and only one
inspection of a taxpayer's books of account shall be made for each
taxable year uniess the taxpayer requests otherwise or unless the
Secretary...notifies the taxpayer in writing that an additional
inspection is necessary." IRS Peclicy Statement P-~4-3 effecruates
secticen 7603(b) by providing that the Service will not recpen any
case closed after examination to make an adjustment unfavorable to

the taxpayer unless one cf several narreow criteria zre met ard the
taxpayer ls afforded notice of the recpening.

Ir analyzing whether a particular action on fne part of the
ervice will serve to trigger the appliczaticon of secticn 7602 {b),
t 1s impecrtant to bear in mind both the purpcse of the statu~e and
he general marner in which courts have interpreted it. As noted
in United States v. Powell, 379 U.S. 43 (1964), secticn 7605 b was
enacted to prevent abuse and unnecessary inspections of a

on

o

taxpayer's records by the tax collector. Acccrdingly, a commor
Tneme which runs tnrough the cases construing section 7605/b: is
tne notion that the srtatuts should pe liberzlly constrisd o permit

the S=2rvice to reasonably and effectively zarry cut
imiristraticn duties. Ben‘amir v. Commizsioner, &6

Ll 2

[ R

= ( CIl: i o
innecessary examinations or investigations.” femphasis acdded)
Uroted States v. Schwarwz, 469 F.2d 977, 382 (Seh Cir. 1972y, An
irvestigation cannct be saild tc be "unnecessary™ if it may
contribute to the accomplishment of any of the purposes for which
the Commissioner is authorized by statute to make ingquiry.
DeMasters v, Arend, 313 7.2d4d 7%, 87 (9th Cir. 1042 A limiced

censtruction of section 7685/b) is also supported by the law's
general antipathv tcward the ersction of barriers to agcertaining
the truth, as well as the pelicy against judicial interventior in
the investigative stage of tax matters cecause of the dancer of

urdue delay in the collection of revenuss, DeMasgters, 273 F.24 ar
27.

In light of tnese general principles, it is clear that -he
narrow inguiry in T.D.R. 0142 would nct trigger the applicavion of
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section 7605(b). Initially, we note that the I.D.R.'s inquiry intec
the non-audit years is carefully limited to those items of
informaticon which bear directly on the gquestion of whether the
taxpayer has satisfied the section 264(c} (1) "four of seven rule"”
in order to qualify for claimed deductions of interest in the audit
years. The Commissioner is clearly authorized py statute to make
inguiry along these lines, since section 264 {¢c) makes it clear that
the taxpayer must satisfy the four of seven rule where, as here,
there is symptomatic borrowing against policy cash value.

Addizionally, we believe the requested records are germans to
the larger issue of whether the claimed interest expenses satisfy
the requirements of section 163. Formation of z scund judgment on
the section 163 1ssue 1s heavily dependent on the examiner's
analysis of actual plan transactions ard financial performance.
Accorcingly, under tne standards enunciated by the ¥inth Circuit in
DeMasters, we do not believe Thnat the inspaction can be deemed to
be "unnecsssary" within the purview of section 7603(b).

Furthermore, it is also important to recognize that section
7605(k)'s prohibition against second inspections does not apply
unless the initial inspection was "meaningful”. Unirted States «.
Garremt, 571 F.24 1323, 12292 (Sth Cir. 1978). Sez alsc pited
States v. GCiocrdang, 418 F.2d 564 (8th Cir. 1970). The narrow.v
clrcocumscribed request for documents appearing in IZ.D.R. 0142
~or+a11ly does not rise to this level. Consequently, we belisve
hat IT.D.R. 0142 could not reasonably be constried as an
15pe:t;3n" of the tazpayer's books and rsccords for the vesz
itside tThe current zudiz cycle.

}44

Q11

Conclusion
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50z} was 1nternded Lo impose restraints on
sents and to
7er bocks ana o] Z,
ais category, repressentz a careilly tailored
G @ narrow class of subssquent r records
ntial to the Commissioner's de N as to
axpayer's claimed interest ccsts are deductible under
3 and 264. As such, the I.D.R. is "necessarv"., and does
ute an "inspection” of the taxpaver's Sooks of account
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n 7605(b}. Any other interpretaticn would only servs
the Commissioner’s legitimate efforts to discharge his

statutory duties.

imultaneously supmitting this wemorandum te the

e for pest-review and any guidance they may deem

Cc sequentiz, yeu snould not take any acticn basad on

tained herein during the 10-day raview geriod. We
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will inform you of any modification or suggestions, and, :f

necessary, we will send you a supplemental memorandum incorporating
any such recommendation.

Since there is no further action required by this cffice, we
will close our file in this matter ten days from the issuance of
this memeorandum cr upon our receipt of written advice from the
National Office, whichever cccurs later. Please czll Carmine J.

Santaniello a3t (860) 290-4075 1f you have any questions or require
further assistance.

This writing may contain privileged information. Any
unauthorized disclosure of this writing may have an adverse =ffect
on privileges, such as the attorney-client privilege. 1If

disclosure becomes necessary, please contact this office for our
views.

BRAGFORD A. JCENSON

Associate Area Counssl
LMEBE, Area 1

£ e by AT B . -
by L{Sagned; Larning J. santanlello

CARMING J. SANTANIELLO
Attorney




